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Thereisalackofconsensus
abouttheeffects fiscalpolicymeasures
mayhaveduringarecession.Butwecan
drawsomegeneralconclusions
fromeconomictheory.
Atonetime,theideathatthegovernmentshouldrespondtoaneconomic
downturnbyusingfiscalpolicytostimulateaggregatedemandwould
havebeenmetwithlittledisputeamongeconomists.Suchactionsfollow
the“Keynesian”schoolofthoughtonfiscalpolicy,namedafterJohn
MaynardKeyneswholaiditsgroundworkin1936withhisGeneralTheory
ofEmployment,Interest,andMoney.
However,bythe1970sKeynesianthinkingondiscretionaryfiscalpolicy
(thatis,fiscalpolicythatisimplementedtostabilizetheeconomyaround
businesscycles)felloutoffavorwitheconomistsandpolicymakersalike.
Fiscalpolicyentailedsignificantlagsbetweenthetimeitbecameevident
thatcountercyclicalfiscalpolicywasneededandwhenpolicycould
actuallyimpacttheeconomy.Whenthe1970ssawstagflation,or
concurrentfallingoutputandrisingprices,policymakerswereconvinced
thatanewstrategywasneeded,andfocussoonturnedtotheimportance
ofmonetarypolicy.1
Bytheearly1980s,monetarypolicyenjoyedgreatercredibility,anda
consensusemergedthatitwasamuchmoresuccessfultoolthanfiscal
policyfordealingwithworseningmacroeconomicconditions.Some
economistsarguedthattheremaybearolefordiscretionaryfiscalpolicy
onlyshouldmonetarypolicyhitthe“zerobound”–thatis,whenthe
policyinterestrateapproacheszero,averyrareoccurrenceindeed.
This,ofcourse,isexactlywhathastranspiredfollowingtherecession
thatbeganinDecember2007.InDecember2008,theFederalOpen
MarketCommittee,theFed’spolicymakingbody,establishedarangefor
thetargetfederalfundsrate,itsprimarypolicyinstrument,fromzeroto
twenty-fivebasispoints.Onceinterestratesfallthislow,theFedislimited
inwhatelsemonetarypolicycandotostimulatetheeconomy.Thisdoes
notmeantheFedispowerlesstoaddresstherecession;forexample,
ithasundertaken“crediteasing,”inwhichtheFedsupplieslargeamounts
ofliquiditybypurchasingavarietyofsecurities,eventhoughthefed
fundsratestaysthesame.Regardless,theseverityofthedownturn
hasledmanyeconomistsandpolicymakerstoreconsidertheroleof
discretionaryfiscalpolicyincounteractingtherecession.
Weareinapeculiarposition,however,regardingfiscalpolicy.Because
monetarypolicyhasbeenthetoolofchoiceformanagingbusiness
cyclesforseveraldecades,theliteratureonthetheoreticalandpractical
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implementationofdiscretionaryfiscalpolicyisnotnearlyasdeveloped.
Furthermore,economistsdifferfamouslyonmodelsthatpurportto
explainhowfiscalpolicyaffectstheeconomy.Keynesianmodelstendto
focusonstimulatingaggregateconsumptioninordertoboostemploy-
mentandeconomicoutputinadownturn,whereasNeoclassicalmodels
focusontheprocessofresourcereallocationfollowingashockfromless
productivetomoreproductiveuses,tomoveemploymentandpricesback
toequilibrium.Theyfocusondifferentdeterminantsofeconomicgrowth
–theformeronaggregatedemand,thelatteronaggregatesupply.Many
ofthedisagreementseconomistshaveoverfiscalpolicyfundamentally
addresstheextenttowhichgovernmentprovidedgoodsandservicescan
enhanceprivateeconomicactivity.Specifically,economistsdifferonthe
natureofassumptionswithineconomicmodelsthatdeterminehow
fiscalpolicywouldimpacttheeconomy,yieldingdifferentfiscalpolicy
prescriptionsinthefaceofaneconomicdownturn.
Despitethesedifferences,economistsarenotdoomedtodisagreeondis-
cretionaryfiscalpolicy.Modelshaven’tyetbeencreatedthatincorporate
allthe“frictions”inimplementingfiscalpolicythatweknowexistin
reality.Theresultisthatnomatterwhichassumptionsintheoretical
modelsonethinksarecorrect,whattheoryprescribesandwhatworksin
practicecanoftenbedifferent.Therefore,itisalsopracticaltoevaluatethe
likelyeffectsofdiscretionaryfiscalpolicythroughacost-benefitanalysis.
ThepurposeofthisEconomicBriefistomapoutfactorsthatwouldbe
relevantinacost-benefitanalysisofdiscretionaryfiscalpolicysothat
readerscandrawtheirowninformedopiniononthematter.
ADDREssIngAnEConomICDoWnTuRn
Supposetheeconomyishitbyanegativebusinesscycleshockthat,
amongmanypossibleoutcomes,reducesemploymentandoverall
economicoutput.Inthecurrentrecession,thistooktheformofa
severehousingdownturnthattranscendedintoafinancialcrisisthat
significantlyhinderedoveralleconomicactivity.
Itwouldbepossibleforpolicymakerstosimplyleavetheeconomy
alone,sinceeconomistsbelievethataneconomythathasexperienced
anegativeshockwillgravitatebacktowarditspotentiallevelofactivity
eventually.However,thisprocesscanbelengthyandquitecostlyinterms
oflostincome,jobs,andahostofotherpotentialoutcomes.Inpractice
thisprocesswouldbeaidedby“automaticstabilizers,”ortaxationand
spendingrulesalreadyexistinginthegovernment’sbudgetthatcushion
lossestodisposableincomeinverselywiththebusinesscycle.Still,the
moreseverethedownturn,thelesslikelypolicymakersaretoleavethe
economyalonetocorrectitself.
Policymakersmayinsteadlooktowardmoreactivepoliciestobufferthe
economicdownturn,suchasmonetarypolicy.Inatraditionaldownturn,
theFederalReservewilllowerinterestratestostimulatebusinessinvest-
mentandconsumerspending,therebyrestoringoutput.Despitebeing
constrainedbythezerobound,theFedhasinthepresentrecession
activelypursuedalternativewaystoprovideliquiditytofinancialmarkets.
Inaddition,mosteconomistsagreethattroublesinbankingandfinancial
marketsarethefundamentalproblemthatneedstobeaddressed.
However,theseverityofthedownturnhasledtoareneweddebate
overusingfiscalpolicy,too,tobuffertheeconomicdownturn.
Inthisvein,thegoalofdiscretionaryfiscalpolicycanreasonablybestated
asmitigatinglossesinjobsandoutputresultingfromanegativebusiness
cycleshock.2 Inaddition,thepointoffiscalstimulusistoaffectjobsand
outputduringtheeconomicdownturn,asopposedtoimpactingthe
economyafterarecoveryisalreadyunderway.
TuRnIngToFIsCALPoLICy
Fiscalstimulusgenerallytakestheformoftaxreductions(reductions
ingovernmentrevenue)orspendingincreases(greatergovernment
outlays).Stimulus-relatedtaxcutsareintendedtoboostindividuals’
disposable(aftertax)incomeandthusboostconsumptionandaggregate
demand.3Consumptionis70percentofoverallgrossdomesticproduct,
soconsumersareanaturaltargetforeconomicstimulus.Through
governmentspendingstimulus,thegovernmentfundstheproduction
ofgoodsandservices(eitherbysubsidizingprivateactivityorby
increasinggovernmentactivityitself),and,bydoingso,hasthepotential
tooffsetthenegativeshockbyprovidingemploymenttobothhuman
andcapitalresourcesthathavebeenadverselyaffectedbythenegative
shocktooutput.
Muchdiscussionaroundfiscalstimuluscentersonthesizeofthe“multi-
plier,”ameasureofwhethereachdollarofgovernmentspendingortax
cutsboostsoutputbylessthanadollar(wherethemultiplierislessthan
one),morethanadollar(morethanone),oraexactlyadollar(equalto
one).Estimatesofthemultipliervarywidelyineconomicliterature,but
forpurposesofacost-benefitanalysis,whatmattersiswhetherfactors
thatenhanceastimuluspackage’seffectivenessarelikelytodominate
factorsthatdetractfromitseffectiveness.
sTImuLusThRoughTAxCuTs
Stimulus-relatedtaxcutsforindividualscancomeintheformofa
lump-sumtaxrebateoracutintaxrates.Theeffectivenessofeachis
determinedbywhetherpeoplespendthecorrespondingincreasein
disposableincomeand,ifso,when.
Timingfortaxcutsisrelativelystraightforward:whentaxcutsimpactthe
economydependsonhowquicklythey’reimplemented(whentheyput
“cashinhand”),whetherpeoplereacttoanannouncementofcomingtaxEB09-04
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cutsinadvanceoftheirimplementation,andhowquicklypeoplespend
whateverportionofthemtheyultimatelyuseforconsumption.
Mostanalysesoftaxcutsreferencethe“permanentincomehypothesis,”
whichstatesthatconsumersprefertoavoiddisruptionsintheirlevelof
consumptionfromoneperiodtothenext,sotheydrawdownsavingsin
badtimesandsaveingoodinorderto“smooth”consumptionovertheir
life.Accordingtothistheory,changesinincomewillonlyhavealarge
effectonconsumptionbehaviorifthechangesarepermanent.This
impliesthattaxrebatesandtemporarytaxcutsshouldhavenolarge
effectonconsumption,whilepermanenttaxdecreasesshouldcause
relativelylargeincreasesinconsumption.
Acommonargumentagainsttheefficacyoftaxcuts,evenpermanent
ones,asstimulustotheeconomyis“Ricardianequivalence,”whichsays
thatconsumerswhoreceiveataxcutareabletoforeseethatthetax
cutmustbepaidforbyafuturetaxincrease,causingthemtosavethe
entiretyofthetaxcutwithnoboosttoconsumption.4InorderforRicar-
dianequivalencetoholdinreality,individualsmustbeforward-looking,
andtheymustcareenoughaboutthefutureconsumptionofthemselves
ortheirheirstochangetheirbehaviorasaresult.Ifso,theymaysave
thetaxcuttopayforthefuturetaxincrease,orleavebequeststotheir
childrentodothesame.
Theinherentcontradictionincuttingtaxestostimulatealimpingecon-
omyisthattheoryimpliestaxcutsmustbepermanenttohavealarge
impactonconsumption,butfiscalstimulusisusedtoaddressatemporary
problem(theeconomicdownturn).Thus,itmaynotbecredibleforthe
governmenttoannouncetaxcutsasbeingpermanent,eitherbecause
peoplepresumethatotherfiscalprioritieswillprevailafterthedownturn
haspassed,orbecauseindividualsjudgethatthegovernmentwillraise
taxesinthefuturetofinancethepresenttaxcut.Thisisanunderstand-
ablyopaqueissueforconsumers,eveniftheyareforward-looking,since
theU.S.governmenthasinrecenthistoryappearedabletorundeficits
forquitesometimewithnoobviousmacroeconomicsideeffects.5
Thereisoneconditionunderwhichanytypeoftaxcutmightbeusedto
increaseconsumptionmorethanbasictheorysuggests.Consumerswho
faceborrowingconstraints(suchasdifficultygettingacarloanoracredit
card)aremorelikelytouseataxcuttomakeapurchaseforwhich
theyhavenotbeenabletosaveanadequateamount.Forthisreason,
individualswhoarepoorerhaveahighermarginalpropensitytoconsume
(MPC)outofanincreaseinincome.Further,borrowingconstraintsmean
theseconsumersmustwaituntilthegiventaxcutis“inhand,”implying
theyarenotlikelytoreacttoanannouncedtaxcutuntilithasactually
beenimplemented.
Afinalwayinwhichtaxcutsmayboostoutputisiftheyimproveincen-
tivestowork.Thiseffectisexacerbatedthemoreprogressivethetax
systemisbecausethemarginaltaxrate(theincreasedtaxrateyouface
witheachadditionaldollarofincomeyouearn)ishigherundersucha
system.Whenindividualschoosetoworkmore(increasetheirlabor
supply),theyoftenconsumeoutoftheaddedincometheyreceive,
whichboostseconomicactivity.
Empiricallythereisgreatuncertaintyontheeffectsoftaxreductions
enactedaspartofeconomicstimulus,sincetherehavebeenveryfew
episodesinhistoryofstabilization-focusedtaxcutsfromwhichtotest.6
Also,measuringtheimpactoftaxcutsimploreseconomiststoseparate
outchangesinoutputthatareadirectresultofthetaxcutfromchanges
inoutputthatareoccurringanyway,asfrombusinesscycles.Oneconsen-
susofempiricalstudiesisthatborrowingconstraintsareaveryimportant
determinantofwhethertaxcutsorrebatesarespent.7
sTImuLusThRoughgovERnmEnTsPEnDIngInCREAsEs
Inthetextbookversionofaspendingstimulus,followinganegativeshock
totheeconomythegovernmentwillquicklypassandimplementa
spendingprogramapplieddirectlytothehumanandcapitalresources
intheeconomythathavebecomeidleasaresultoftheshock.Asthe
governmentworkstoemployidleresources,economicactivityfallsless
thanitwouldhaveintheabsenceofgovernmentintervention,achieving
thegoalofquicklybufferinglossestojobsandoutput.
Clearlythisprocessismuchmorecomplexinreality.Timingalonecan
impedesuccessfulstimulusspending.Thecurrentrecessionwasnot
identifiedassuchbytheNationalBureauofEconomicResearchuntilDe-
cember2008,afullyearafteritbegan.generallyspeaking,implementing
astimuluspackageintimeforittoaddressthedownturnentailsavery
quickturnaroundbetweenthetimewefigureoutweareinarecession
(andindeedonebadenoughtowarrantastimuluspackage)andthe
timethegovernmentcanagreeonandpassaspecificstimuluspackage.
Further,forstimulusspendingtoaffecttheeconomyduringthedown-
turn,theprojectsmustbeabletobeimplementedquickly:projectsmust
be“shovel-ready”(notrequiringsignificantplanning,research,and
development)andmustbepossibletoimplementwithout“bottlenecks”
(overburdeninganindustrywithprojectsbeyonditscapacitytoproduce
inatimelyfashion).
hoWTosPEnDWIsELy
Byfarthelargesthurdleofgovernmentspendingstimulusiswhatto
spendon.Tobesuccessful,stimulusspendingmustbetargetedtouses
wherethereareidleresources.Alternatively,ifstimulusspendingis
targetedtoindustriesthatareatfullemployment,theywillbeforcedto
competewithprivateprojectsforresources.Forexample,ifthereisfullPAgE4
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employmentinroadrepair,thenthegovernmentcannotstimulateroad
repairwithoutdrainingconstructionworkersfromanotherproject,reduc-
ingtheamountproducedinthatotherendeavor.Inthiscasegovernment
spendingdisplacesprivateeconomicactivity.Furthermore,workersshifted
tothesenewusesmaynotbeasproductiveatthemasinwhattheywere
previouslydoing.These“humancapitalleakages”neednotbesignificant;
forexample,aworkerwhomovesfromconstructingbridgestorepairing
roadsmayfindtheskillsetsmatchquitewell,withminimallossesinpro-
ductivity.Forworkerswhomovefromverydifferentindustries,however,
thelossesofhumancapitalmaybelargerandmaytaketimetocorrectas
workersgettrainedintheirnewuses.
Despitehumancapitalleakages,itmaystillbesociallybeneficialfor
governmentspendingtodisplaceprivatespendingifitcreatesoutput
thatismorehighlyvaluedthantheprojectsitdisplaces.However,since
thegovernmentdoesnotfacethemarkettestforefficiencythatprivate
enterprisesdo(itfacesnocompetitionandthusnoprofitmotive),projects
chosenbythegovernmentcanbelesshighlyvaluedthanthemarket-
drivenprojectstheydisplace.Thus,totheextentthatprivateeconomic
activityisdisplacedandhumancapitaladjustmentsaresignificant,
theimpactofstimulusspendingwilllikelybereduced.
Thegovernmentcanavoiddisplacingprivateeconomicactivitycompletely
ifgovernmentspendingistargetedtoresourcesthatareidle,sinceem-
ployingtheminnearlyanywaywillbeaproductiveimprovementthatwill
addtoeconomicoutput.Inoneextreme,governmentspendingwillhave
totargetstimulusspendingexclusivelytoidleresources.
Threefactorsdeterminethegovernment’sabilitytotargetstimulusspend-
ingtowardidleresources.First,doingsorequiresthegovernment
tohaveperfectinformationaboutwhereresourcesareidle.Intheorythe
governmentwouldhavetoidentifyspecificfirmsthathavelaidoffworkers
andcapital;inpractice,thegovernmentmightstartbylookingatunem-
ploymentratesacrossindustries.Second,stimulusspendingwillaffectcom-
plementaryinputs.Forexample,sinceconstructionworkersdonotwork
alone,stimulusonroadrepairwillalsoaffectthemarketsfortrucks,shovels,
andconcrete.Totheextentthattrucks,shovels,andconcretewerelessad-
verselyaffectedbytheeconomicdownturn,someofthegovernment’s
spendingwillcompetewithprivateresourcesforuseofthoseinputs,offset-
tingproductionelsewhere.Thirdisthepoliticalrealitythatpoliticiansface
pressuretodirectspendingtowardprojectsthatareoflocalinterest,as
opposedtobeingbeneficialforimmediatebooststotheeconomy.
Thefirsttwofactorsimplyitisnotreasonabletoexpectthatthegovern-
mentcantargetspendingexclusivelytoidleresources;therewillalwaysbe
somedegreeofwaste.Thethirdfactordetractsfromthelikelihoodthat
governmentwillchoosetotargetthebulkofspendingtoidleresources.
Acaveatisinorder.Ifthegovernmentisabletosuccessfullytargetstimu-
lusspendingmostlytowardidleresources,itstillmaynotbedesirableto
doso,foritmatterswhythoseresourceswereidleinthefirstplace.Were
theyidlebecauseofaspilloverfromtheoveralleconomicdownturn,oris
thefirmorindustryexperiencinganoverallstructuralshiftdownward
thathassimplybeenintensifiedfromtheeconomicdownturn?Declining
industriesmaywellbesuccessfultargetsforeconomicstimulusinthe
sensethatitbooststheirproductionintheshortrun,butitdoessoatthe
expenseofsubsidizingmoribundfirmsinthelongrun.Suchactionskeep
resourcesininefficientusesattheexpenseoflostopportunitieselse-
where.Economicstimulus,arguably,shouldnotimpedethesemarket-
drivenstructuralshiftsintheeconomy.
Afamousparableofstimulusspendingisthatthegovernmentcouldsuc-
cessfullystimulatetheeconomybypayingpeopletorepeatedlydigholes
andfillthemupagain.Whilethiswouldcertainlyemploypeopleandadd
toeconomicactivityintheaccountingsense,itwould,arguably,notpro-
duceanythingorprovideavaluedservice.Further,thejobwoulddisap-
pearassoonasstimulusfundswentaway,withnolastingbenefitonthe
economy.Thus,acommonargumentisthatgovernmentstimulusspend-
ingshould,totheextentpossible,addtotheproductivepotentialofthe
economy.However,projectsthathavetheselong-runbenefitsoftenentail
longerplanningandinvestmentstagesthanprojectsthatwillprovide
short-runstimulus.Whilesuchprojectsmaybewell-justifiedbecauseof
theirlonger-runbenefits,andcanthusgaintractionunderthemomen-
tumofincreasinggovernmentspending,theyshouldnotbeconfused
witheconomicstimulusiftheyarenotlikelytoimpacttheeconomydur-
ingthedownturn.
Long-RunConsIDERATIons
Wehavefocusedthisdiscussionentirelyaroundwhatmakesastimulus
packagesuccessfulasatimelybuffertotheeconomicdownturn.Thisis
ashort-rungoalthatignoresmanypossibleoutcomesofastimulus
initiative.Chiefamongtheseotherconcernsare:
￿ Longrunefficiency:Asmentionedabove,stimulusspending
targetedtoidleresourcesriskssubsidizinginefficientfirmsor
industries.Toavoidthis,itshouldbedirectedtoindustriesthatareidle
asaresultoftheeconomicdownturn,notalonger-rundecline.
￿ Concernsoverthenationaldebt:Bothtaxcutsandspendingin-
creasesaddtothebudgetdeficit(reducethebudgetsurplus)and
thusbodenegativelyforgovernmentdebt.Whetherthisisperilous
isanunresolvedissueinmacroeconomics.Intheorytheeconomy
canrunadeficitforeveraslongasitsrateofeconomicgrowthplus
therateofinflationishighenoughtofinancetheinterestitmust
payonitsdebt.However,ifthegovernmentmustborrowsubstan-
tiallytofundthestimulus,itmaycauseupwardspressureoninterest
rates,reducingthelengthoftimeoverwhichthegovernmentcanEB09-04
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sustainablyrunadeficitwithoutmacroeconomicconsequences.
￿ Ratcheteffect:Arespendingincreasespermanentlyincreasingthesize
ofgovernment?Spendingprogramscandevelopalifeoftheirown
thatoftenmakesthemlonger-termthanoriginallyintended.
￿ Issuesofequity:Iftaxcutsreducedistortionsbyreducingtheprogres-
sivenatureofthetaxcode,isthatdesirable?
Finally,ifthereisafinancialcrisis,allbetscouldbeoff.Suchcrisescanin-
terrupttheflowofresourcesthroughtheeconomy,whichcanreducethe
impactofanytypeofgovernmentspending(orprivatespendingforthat
matter).Historically,recessionsinwhichthereisalsoafinancialcrisis,or
thathavebeenprecipitatedbyafinancialcrisis,arelongerinduration.
summARy
Whilemonetarypolicyisthepreferredtoolamongmosteconomistsfor
bluntingthenegativeeffectsofeconomicdownturns,itislimitedwhenit
hitsthezerobound,resultinginrenewedinterestinfiscalpolicytostimu-
latetheeconomy.Fiscalstimulusisadauntingundertaking.Thereisalack
ofconsensusonhowfiscalpolicymeasurestostabilizetheeconomyare
likelytoplayout,butwecandrawsomegeneralconclusionsfromeco-
nomictheory:
Ataxcutismorelikelytobeeffectiveasstimulusifit:
￿ Isimplementedquickly
￿ Ispermanent
￿ Reducesdistortions,andthusprovidesincentivestoworkmore
￿ Istargetedtoconsumersmostlikelytospendthem:
￿ Thosewhoareborrowingconstrained(ifitispossibleto
identifythem)
￿ LowerincomehouseholdswithahigherMPC
Astimulusspendinginitiativewillbemosteffectiveifit:
￿ Isimplementedquicklyonprojectsthatare“shovelready”andwith-
out“bottlenecks”
￿ Targetsidleresourcesthatareidleduetospillovereffectsoftheeco-
nomicdownturn,notalonger-trenddecline
￿ Totheextentthatitistargetedtoresourcesthatarenotidle:
￿ Thereareminimalhumancapitalleakagesasresourcesmove
￿ Thegovernment-sponsoredprojectsareofhighervaluethanthe
privateprojectsthataredispalced.
Thefiscalstimulusprocessisrifewithparadox.Taxcutsshouldbeperma-
nenttohavealargeimpactonconsumption,buttaxcutsannouncedas
beingpermanentmaynotbecrediblyso,underminingtheirimpact.
Spendingprogramsmustbeimplementedquicklytoimpacttheeconomy
duringtherecession,butspendingforshort-rungainisoftenatoddswith
long-rungoals.Itisunfortunatethatwedon’thavebetteranswerstothese
questionsatatimewhentheeconomyisinrecession.Asaresult,some
economistswouldargueagainstusingdiscretionaryfiscalpolicyinthecur-
rentenvironment,concludingthatitspotentialbenefitsareoutweighedby
costs.Wewillundoubtedlylearnagreatdealfromthe2009AmericanRe-
coveryandReinvestmentActthatwecanapplythenexttimefiscalstimu-
lusisconsidered.
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